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ABSTRACTS

Even though the Indonesian financial industry is growing exponentially, a significant
population under poverty remains financially excluded from the mainstream financial
facilities. Even when financial services are available, certain low-income group may
exclude using conventional micro-financing on religious grounds. This indicates that
religious values appear to be an important issue to shape the attitudes of the rural
clients who are predominantly Muslim. This study was based on the concern for
appraising the appropriateness of Islamic microfinance to enhance financial inclusion
in Indonesia. The first objective is to examine the main factors that hinder micro-
entrepreneurs from accessing financing from mainstream financial services in
Indonesia’s province of East Java. The second is to examine factors that affect Muslim
clients’ behaviour in participating in Islamic microfinance, in this case BMT (Baitul
Maal wat Tamwil). The third is to investigate Islamic microfinance practitioners and
Shari’ah scholars’ views on the issues and challenges of promoting BMT in
Indonesia. The variables used in the study consists of a theoretical framework
comprising five barriers to accessing finance, namely affordability barrier, eligibility
barrier, accessibility barrier, availability barrier and religious barrier. Decomposed
Theory of Planned Behaviour is also used as a research framework for accessing
clients’ participation in Islamic microfinance. Relevant information was collected
from BMT clients in East Java using a survey questionnaire and interviews with
Islamic microfinance experts. The Structural Equation Modelling (SEM) was used as
main analytical tool. The study revealed that the five variables are indeed factors that
contribute to the financial exclusion of micro-entrepreneurs in mainstream financial
services. In terms of clients participating in BMT, among three main beliefs, only
perceived behavioural control (PBC) was found to have a positive and significant
impact on clients’ participation in BMT. With regard to antecedents’ influence on
their beliefs, relative advantage, awareness, normative beliefs and self-efficacy were
significant. The qualitative findings are consistent with the main issues and challenges
of promoting BMT identified in the literature, particularly human capital, regulation,
role of the government and lack of capital issues.
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CHAPTER ONE

INTRODUCTION

1.1 BACKGROUND OF THE STUDY

In 2010 the World Bank® reported that 1.2 billion people live in poverty
(corresponding to less 1.24 dollar/day) across the globe which is around 20.6% of the
population. However, most live in Muslim majority countries with more than 50% of
their population living below the poverty line (Obaidullah and Khan, 2008; Shirazi
and Amin, 2009). Meanwhile, in the context of South East Asian Countries, Indonesia
plays an important role in economics and politics due to its huge human and physical
resources. Although Indonesia is a rich country with abundant natural resources, many
Indonesians still live under the poverty line. In 2010, 18.6% of its total population was
considered very poor with earning below US$1.25 per day. However, the percentage
will increase to about 46.12% when earned US$2 per day applied (World Bank,
2013). Barber (2008) labelled it the ‘stickiness’ of poverty experienced by most poor
families in Indonesia. In this regard, poverty continues across generations when the
poor have no opportunity to access required the resources necessary to exit poverty
such as financial capital, education or networks.

With regard to this issue, the Indonesian government has undertaken various
pro-poor programs in its effort to reduce poverty. Giving more attention to the
importance of financial inclusiveness in empowering micro-small enterprises (MSES),
is a recent program aimed at increasing access to credit for low-income groups

involved in small business (Sembiring, 2008). Microenterprises are indispensable to

1 See http://povertydata.worldbank.org/poverty/home/#
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Indonesia as they play a major role in sustaining the foundation of the national
economy. 98 percent of the total number of enterprises are microenterprises (BPS,
2008)2. Although more than 51 million microenterprises are employing some 89.3
percent of the total labour force, their contribution to economic growth remains
relatively small compared to medium and large enterprises. This shows that the
quality of growth and development of their business is low and hence there is needed
to identify the factors that prevent them from expanding their business.

Demirguc-Kunt et al. (2008) identified financial exclusion as the main factors
that may hinder growth and development of micro and small enterprises. Barriers to
accessing finance may prevent output to reach its maximum capacity and contribute to
slower growth. World Bank data shows that the proportion of loans given by banks to
microenterprises was 16% of total loans while large enterprises received 47.1%
(World Bank Enterprise Survey, 2009).

Demirguc-Kunt et al. (2008) identified some of the barriers to accessing
financial services frequently faced by poor micro-entrepreneurs as physical access,
eligibility, affordability, and lack of appropriate products and services. Meanwhile, the
UK special task force classified financial exclusion into supply side barrier (i.e. non-
availability of suitable products, physical barriers and non-eligibility on account of
documentation issues) and demand side barrier (i.e. lack of financial literacy and
financial capability, psychological and cultural barriers) (Shankar, 2013).

The importance of financial inclusion for economic development cannot be
ignored as empirical evidence showed a significant correlation between higher

financial inclusion and lower poverty and income inequality (Park and Mercado,

2 Indonesia’s Badan Pusat Statistik (BPS) is a non-departmental government institute of Indonesia who
is responsible to conduct statistical surveys.
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2015). The two categories of financial exclusion are voluntary and involuntary
exclusion (Demirguc-Kunt et al., 2008). Voluntary financial exclusion refers to a
person or business that has access to financial services but does not need to use them.
Involuntary financial exclusion refers to a person or business that has no access to
financial services but might need to use financial services.

With regard to promoting financial inclusion, the development of microfinance
institutions (MFIs) is viewed as a tool to combat financial exclusion (Shanker, 2013).
These institutions are an effective tool for bringing up the poor by providing them
credit to create self-employment opportunities (Mall and Mishra, 2013). A substantial
number of empirical studies show a strong causal relationship between the
development of the microfinance institutions (MFIs) and poverty alleviation through
microenterprise development (Khandker, Samad and Khan, 1998; Eclof, 1999;
Afrane, 2002). Although many studies of microfinance concluded the positive impact
on poverty alleviation, some researchers questioned the credibility of microfinance as
an effective tool against poverty. Morduch (1998), for example, claimed microfinance
clients were the better-off among the poor. While Kono and Takashi (2010) found
selection biases lead to overestimation of the impact of microcredit. Further, IRTI
(2007) revealed that institutions charged fixed and high interest rate.

However, the successes of conventional microfinance institutions (MFIs) in
reducing poverty have inspired the development of Islamic microfinance institutions.
Islamic MFIs offer interest-free financial services that are in line with the Shariah.
They offer different products and serve as an alternative to the conventional model.
Islamic microfinance has been developed to accommodate the demands of the Muslim
society seeking alternatives to financing that are in line with the Shariah. This is

because the interest rate charged by conventional MFIs is considered usury (riba)



which is prohibited by Islam (Karim et. al., 2008). Based upon unique characteristics
of the Islamic MFIs, Ahmed (2002) argues that Islamic MFIs can perform better
compared to conventional banks. He opines that the Islamic teachings that guide
Islamic microfinance institutions improve solidarity and social capital among the

clients.

1.2 PROBLEM STATEMENT

The presence of more than fifty-thousand various type of MFIs (Hamada, 2010) and
the considerable number of informal money lenders illustrates the degree of poverty
and demand for microfinance services in Indonesia. Statistics in Indonesia reported
that around 28 million people live under the poverty with 4.8 million poor people in
East Java (BPS, 2014). Since 15.42% of Indonesia’s total population® live in East
Java, they contributed significantly to the national poverty level. The significant
number of the poor in the country including East Java relies heavily on the informal
sector for their livelihood with microenterprises concentrating on the agriculture and
trading sectors. These real sector activities continue to be central to Indonesia’s
economic development strategy for the poor, and their development has potential to
provide income growth and poverty alleviation.

Regarding the poverty issue, numerous governmental programs seek to
increase access to financial services through microfinance programs. These include
the liberalisation of financial regulations followed by the establishment of the
People’s Rural Bank (BPR — Bank Perkreditan Rakyat, specialised microfinance bank

for serving the microenterprise in the rural area), and launching the People’s Business

3 According to BPS data, in 2013 Indonesia’s population was 248 million with 38 million living in East
Java.



Credit Program (KUR-Kredit Usaha Rakyat, a special loan program to solve collateral
issues faced by microenterprises).

Despite these efforts, a large number of micro-entrepreneurs have difficulties
accessing credit. According to data of Bank Indonesia, in East Java, credit allocated to
micro-small medium enterprises (MSMES) is dominated by medium enterprises with
around 65 percent of total credit, followed by small enterprises with 29 percent while
microenterprises receive only 6 percent of total credit allocated to this segment (World
Bank, 2011). This indicates that microenterprises have limited access to financial
services which may prevent it from achieving maximum capacity. Such conditions
will affect millions of poor people particularly in East Java (World Bank, 2011). The
question is what factors hinder their access to financing from financial services? In
this context, the study thus aims to empirically examine the variables that hinder
customers from accessing financing in East Java province, Indonesia.

In relation to the above-stated issues, identifying barriers to accessing finance
IS an important step in increasing financial inclusion that will impliedly lead to
decreased poverty. The common barriers to access are affordability (high service
charge and interest rate), complicated eligibility (inflexible collateral and complicated
document requirement), accessibility (physical access), availability or lack of financial
product features (financial product provided not to all segments), and the religious
factor (Demirguc-Kunt et al., 2008). A study in Nigeria conducted by Adewale et al.
(2012) confirmed that eligibility and affordability (classified as involuntary financial
exclusion barriers), financial complacency, cultural capital and religious consideration
(included as voluntary financial exclusion barriers) are perceived as hampering
microentrepreneurs’ to access financial services. These barriers exclude lower income

groups from accessing financing services from conventional banks.





